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Regulation T, which became effective 
on October 1, 1934, was issued by the 
Federal Soard pursuant to 
Sections 7 and 8(a) of the Securities 
Exchange Act of 1934. Its purpose is 
to prevent the excessive use of credit 
for the purchasing or carrying of se- 
curities and applies to the extension 
and maintenance of credit by members 
of national securities exchanges and by 
brokers and dealers transacting a busi- 
ness in securities through the medium 
of such members. 

Because of the late issuance of Reg- 
ulation T, and in order that persons 
affected thereby might have additional 
time after October 1, 1934, to famil- 
iarize themselves with the regulation, 
the Securities and Exchange Commis- 
sion exempted until midnight of Oc- 
tober 14, 1934, from the operations of 
Sections 7(a), 7(c), 7(d), and 8(a) 
of the Securities Exchange Act of 
1934 and all regulations promulgated 
thereunder, all securities, whether reg- 
istered or not, except securities as to 
which the Commission has refused to 
grant or has denied registration. 

Under the regulation, specific margin 
is required in connection with the ini- 
tial extension of credit to a customer 
on any registered security (other than 
an exempted security) but there is no 
requirement to maintain such margin 
after the initial extension of credit. 
However, restrictions are imposed on 
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the operations in a customer’s account, 
should his margin fall below the re- 
quirement prescribed for initial exten- 
sion of credit. 

No restrictions are placed on loans 
for industrial, agricultural or commer- 
cial purposes, most of the regulation 
being for the purpose of preventing 
the circumvention of margin require- 
iments. 

The Federal Reserve Board also has 
the authority to prescribe regulations, 
including margin requirements, ap- 
plicable to loans made by banks for 
the purpose of purchasing or carrying 
securities and, in due time, such reg- 
ulations will be issued. Such further 
regulations as the Federal Reserve 
3oard deems necessary or appropriate 
to carry out the provisions of Sections 
7 and 8(a) of the Securities Exchange 
Act of 1934 will be issued from time 
to time. 

The following excerpts and com- 
ments are confined to those features 
of Regulation T which pertain to the 
rules prescribed for margin require- 
ments, extension and maintenance of 
credit, etc., pursuant to Section 7 of 
the Securities Exchange Act of 1934. 
Limited space precludes dealing with 
Section 8(a) at this time. It may be 
noted, however, that Section 8(a) of 
the Securities Exchange Act of 1934 
deals with the restrictions on borrow- 
ings by members, brokers and dealers. 
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Margin Requirements 
The general rule for margin require- 
ments as prescribed by Section 3(a) of 
Regulation T is quoted below: 


“No creditor shall make any initial exten- 
sion of credit to any customer on any 
registered security (other than an ex- 
empted security) for the purpose of 
purchasing or carrying any security in 
an amount which causes the total credit 
extended on such registered security to 
exceed the maximum loan value of such 
registered security. Except as speci- 
fically provided elsewhere in this sec- 
tion, the maximum loan value of any 
registered security (other than an ex- 
empted security) shall be whichever is 
the higher of: 

(1) 55 per cent. of the current 
market value of the security; or 

(2) 100 per cent. of the lowest 
market value of the security com- 
puted at the lowest market price 
therefor during the period of 36 
calendar months immediately prior 
to the first day of the current 
month, but not more than 75 per 
cent. of the current market value: 
Provided, That until July 1, 1936, 
for the purpose of this regulation, 
the lowest price at which a security 
has sold on or after July 1, 1933, 
but prior to the first day of the 
current month, shall be considered 
as the lowest market price of such 
security during the preceding 36 
calendar months; and Provided, 
That the lowest market price which 
could be used under the provisions 
of this regulation during any 
calendar month may be used dur- 
ing the first 7 calendar days of the 
succeeding calendar month.” 


It is to be noted that the above does 
not mention margin on short sales or 
on transactions in unissued securities 
and commodity futures. Later in this 


article under the caption ‘Adjusted 
Debit Balance” it will be noted that the 
margin customarily required by the in- 
dividual brokers is permitted on such 
transactions. 


Let us assume that a customer de- 
sires to purchase stock selling at $100 
per share, the low price for the stock 
since July 1, 1933, being $50 per share. 
As the 55 per cent. loan value is 
higher than the low price of the stock, 
the broker is permitted to loan $55 
toward the purchase and the customer 
is required to supply $45 per share 
margin. If the low price of the stock 
had been $80 per share, the loan value 
would be limited to $75 per share inas- 
much as the loan value may not ex- 
ceed 75 per cent. of the current mar- 
ket price. If the lowest price had been 
$60 per share, the broker could then 
loan $60 per share as the lowest price 
is greater than 55 per cent. but less than 
75 per cent. of the current market 
price. 

A number of tables and devices have 
been published and distributed from 
which (in conjunction with the neces- 
sary list of low prices) the loan values 
and margin requirements per share 
may be quickly ascertained. If such 
tables or devices are not available the 
following simple method may be used 
to determine the loan value or margin 
required on any particular stock: 

Divide the current market price of a 
security by the lowest recorded figure 
at which it has sold since July 1, 1933. 

lf the resultant quotient is 1.33 or less, 
the margin required will be 25 per cent. 
of the present price and the maximum 
loan value 75 per cent. thereof. 

If the quotient is more than 1.33 but less 
than 1.82, the margin requirement will 
be the difference between the low 
recorded price and the present price 
and the maximum loan value will be 
the equivalent of the low recorded price. 

If the quotient is greater than 1.82, the 
margin required will be 45 per cent. of 
the present price and the maximum 
loan value 55 per cent. thereof. 


The maximum loan value of an ex- 
empted security shall not be regarded as 
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more than the current market value of 
such security, but a creditor is not pro- 
hibited from requiring margin on, or 
assigning lower loan values to, ex- 
empted securities. 

No credit may be extended on un- 
registered, nonexempt securities, but 
the creditor may accept such security 
as collateral for his own protection. 

The rules of fhe New York Stock 
Exchange require that accounts having 
debit balances of $5,000 and over shall 
have margin or equity amounting to 
at least 30 per cent. of such debit bal- 
ances. Accounts with debit balances 
under $5,000 are required to have mar- 
gin or equity amounting to at least 
50 per cent. of such debit balances. 

On certain transactions, as for ex- 
ample, securities selling at less than 
$10 per share or securities having wide 
market fluctuations, the brokers may 
require greater margin than that pre- 
scribed by the New York Stock Ex- 
change. 

Inquiries at a number of brokerage 
houses in New York elicited the in- 
formation that they have not yet 
adopted any definite policy for margin- 
ing accounts but it was indicated that 
they will require the highest margin 
determined from the following three 
methods of computation: 

(1) In accordance with Regulation T. 

(2) In accordance with the requirements 

of the New York Stock Exchange, as 

previously outlined herein. 


(3) In accordance with the individual 
requirements of the creditor. 


In addition to credit which may be 
extended to customers, as outlined in 
Section 3(a), creditors may extend 
credit to others as set forth under the 
following three headings. 

Other Members, Brokers and Deal- 
ers: In a special account, separately 
recorded, credit may be extended on 


registered securities in an amount not 
greater than the maximum loan value 
of such securities, which shall be (ex- 
cept in the case of exempted securi- 
ties) 80 per cent. of the market value 
of such securities, if such other mem- 
ber, broker or dealer is subject to the 
provisions of the regulation or has 
places of business only in foreign coun- 
tries or if such credit is extended or 
maintained solely for the purpose of 
enabling such member, broker or 
dealer to carry accounts for his cus- 
tomers other than his partners. Any 
credit extended or maintained by such 
creditor to or for such other member, 
broker or dealer for the purpose of pur- 
chasing or carrying securities for his 
account or for the account of his firm 
or any of his partners shall not be in- 
cluded in such special account and shall 
be subject to the other provisions of 
Section 3. 

Distributors, Syndicates, Etc.: In a 
special account, separately recorded, a 
creditor may extend credit on any reg- 
istered security in an amount not 
greater than the maximum loan value 
thereof, which shall be (except on ex- 
empt securities ) 80 per cent. of the cur- 
rent market value of such securities 
(1) to any dealer for the purpose of 
financing the distribution of an issue 
of securities at wholesale or retail, or 
(2) to any group, joint account or syn- 
dicate, for the purpose of underwriting 
or distributing an issue of securities. 

Arbitrage Accounts: If arbitrage 
transactions are recorded in a separate 
account (special) and are not used to 
evade or circumvent the provisions of 
this regulation, any bona fide arbitrage 
transactions in securities and any 
credit extended or maintained to or for 
a customer for the purpose of financing 
such transactions shall be exempt from 
the other provisions of this regulation 
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provided: That the customer shall 
maintain a margin equal to two per 
cent. of any net debit balance in such 
account, unless the account contains 
no securities except exempted securi- 
ties. 

Nothing in the regulation prevents 
an exchange from adopting and enforc- 
ing any rule or regulation requiring 
its members to secure or maintain 
higher margins or otherwise restricting 
the amount of credit which may be ex- 
tended by such members. The regula- 
tion does not restrict the right of cred- 
itors to require additional security for 
the maintenance of credit or, if con- 
sidered necessary, to dispose of any 
collateral for any loan or credit ex- 
tended by him. 

[In respect to their trading accounts, 
partners of member firms are required 
to carry the same amount of margin as 
is required from any customer. 

Current Market Value is defined as 
being either the closing sale or closing 
bid price of a security on the preceding 
business day or the price at which the 
last sale was recorded, if such sale oc- 
curred during the current or preceding 
calendar month, as shown by any reg- 
ularly published reporting or quotation 
service used by a creditor. If no such 
prices are available, any reasonable es- 
timate of the price of such security is 
permissible. 

Bid prices shall not be deemed to be 
current market prices of securities sold 
short. While no specific mention is 
made of asked prices in connection 
with securities carried short in an ac- 
count it is reasonable to assume that, 
if, for example, the last recorded sale 
price was $30 per share, a month prior 
to the date of calculation, and the 
present quoted price was $38 bid, $40 
asked, the broker would use the $40 
asked price as the basis of his calcula- 


tion, for his own protection and in 
accordance with his former practice. 

Lowest Market Price is indicated as 
being the lowest price at which a reg- 
istered security has sold on national 
securities exchanges on which it has 
been registered : Provided, That if such 
security is a stock upon which there 
has been any stock dividend amounting 
to more than 10 per cent. in any one 
calendar year or any reduction or in- 
crease in the number of shares by call- 
ing in the outstanding shares and issu- 
ing in substitution therefor a smaller or 
larger number of shares, any price es- 
tablished before such dividend or 
change in number of shares shall be 
adjusted therefor. 

Adjusted Debit Balance: Section 
3(f) of Regulation T, provides that: 
“The adjusted debit balance of an ac- 
count shall be calculated by taking the 
sum of the following items: 


(1) The net 
the account; 

(2) Any amount to be paid for securi- 
ties (other than unissued securities) 
hought for the account of the customer 
but not yet debited to his account; 

(3) The current market value of any 
securities sold short in the account 
(other than unissued securities) plus 
the margin customarily required by the 
creditor on such short commitments ; 

(4) The amount of any margin cus- 
tomarily required by the creditor on 
every future commitment in unissued 
securities in commodities, or in for- 
eign exchange and/or in connection 
with the creditor’s indorsement or 
guaranty of any put, call or other 
option, plus any unrealized loss on each 
such commitment and/or minus any un- 
realized gain on each such commitment 
not exceeding the margin thereon; and 

5) In the case of a guarantor’s account, 
the aggregate of the amounts required 
to make each account guaranteed by 
such guarantor an unrestricted ac- 
count: Provided, That in the case of 
no such guaranteed account shall the 


debit balance (if any) of 
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amount exceed that to which the 
guarantee is limited; and deducting 
therefrom the sum of the following 
items: 

(6) The net credit balance, if any, of 
the account; 

(7) Any amount to be received -for 
securities (other than unissued securi- 
ties) sold for account of the customer 
but for which payment has not yet 
been credited to his account; and 

(8) Any amount needed but not yet re- 
ceived by the creditor to provide any 
margin required by this regulation: 
Provided, That (a) a demand for such 
margin shall have been made in or con- 
firmed by, a letter or telegram which 
the creditor shall have sent to the cus- 
tomer at his last known address and 
(b) the time within which the creditor 
is required by this regulation to obtain 
such margin has not expired.” 


If a customer has more than one 
account (other than special accounts ) 
with a creditor, his adjusted debit bal- 
ance and the maximum loan value of 
the securities in his account shall be 
calculated, for the purpose of the reg- 
ulation, on the basis of his combined 
account. The adjusted debit balance in 
a special account gives consideration 
only to the items involved in that par- 
ticular account. 


Extension and Maintenance of Credit 

General Rule: A creditor may per- 
mit credit to be maintained in accord- 
ance with the provisions of this section, 
regardless of reductions in the cus- 
tomer’s equity resulting from changes 
in market prices and/or from charges 
to the account of the customer for in- 
terest charges, commissions, etc., as 
specified in Section 8(b) of Regula- 
tion T. 

No transactions are permissible in 
unrestricted accounts which would 
cause such accounts to become re- 
stricted accounts unless the creditor de- 
mands additional margin in an amount 


sufficient to make such accounts un- 
restricted accounts. 

A creditor shall not permit a cus- 
tomer to make in a restricted account 
any transaction which in combination 
with any other transactions made on 
the same day and together with de- 
mands for additional margin in connec- 
tion therewith, results in any increase 
of the excess of the adjusted debit of 
the account over the maximum loan 
value of the securities in the account 
or results in any net withdrawal of 
cash and/or securities. It is provided, 
however, that a creditor may permit a 
customer to make any transaction or 
combination of transactions which 
causes the account to become an unre- 
stricted account and that any substitu- 
tion of securities consisting of a sale 
of securities in the account and the pur- 
chase of other securities if completed 
within a period of two successive busi- 
ness days may be considered as a single 
transaction occurring on the day on 
which the purchase occurs. 

As a general rule the creditor is re- 
quired to demand the required amount 
of margin and shall receive same be- 
fore the expiration of three full busi- 
ness days from the date of the purchase 
or other transaction for which such 
margin is required. Margin required 
shall be considered as having been re- 
ceived within the prescribed three busi- 
ness days under these conditions: 


(1) If the creditor in good faith accepts 
any check or draft drawn on a bank 
which in the ordinary course of busi- 
ness is payable on presentation or any 
order on a savings account with pass 
book attached 

(2) If the creditor in good faith ships 
securities with draft attached 

(3) If the creditor receives payment of 
any amount in foreign currency capable 
of being converted without restriction 
into United States currency 
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(4) In the case of any special account 
which grows out of regular correspond- 
ent relationships between a _ creditor 
and a customer who is not located in 
the same city and who is a member, 
broker or dealer, payment of margin 
in the form of securities shall be 
deemed to have been received at such 
time as the creditor receives and ac- 
cepts in good faith a telegram or letter 
from the customer stating that such 
securities have shipped to the 
creditor. 


been 


In connection with the acceptance of 
checks or drafts or securities shipped, 
draft attached, if such check, draft, or- 
der or sight draft is not paid on pres- 
entation, the creditor shall before the 
expiration of three full business days 
from receipt of notice of such non- 
payment obtain actual payment or can- 
cel the sale, resell the securities 
account of the customer, or obtain 
additional securities having a_ loan 
value sufficient to provide the margin 
needed. 


for 


Extension or Maintenance of Credit 
Without Collateral or on Collateral 
Other Than Exempted or Registered 
Securities 
The following is quoted from Sec- 

tion 5 of Regulation T: 


“(a) General rule—Under the 


provi- 
sions of subsection (c) of section 7 of 
the Securities Exchange Act of 1934, it 


is unlawful for any member of a national 
securities exchange or any broker or 
dealer who transacts a business in securi- 
ties through the medium of any such 
member, directly or indirectly to extend 
or maintain credit or arrange for the 
extension or maintenance of credit to or 


for any customer without collateral or 
on any collateral other than exempted 
and/or registered securities except as 


expressly permitted by this regulation. 
(b) Credit not for purchasing or carry- 
ing securities—In a special account 
recorded separately, a creditor may, not- 
withstanding any other provision of this 


regulation, extend credit to any customer, 
without collateral or on any collateral 
other than nonexempted registered securi- 
ties, for any bona fide commercial, indus- 
trial, or other purpose except the purpose 
of purchasing or carrying securities or of 
evading or circumventing the provisions 
of this regulation. 

(c) Additional collateral for main- 
tenance of existing credits—As security 
for the maintenance of credits initially 
extended prior to October 1, 1934, or ex- 
tended in conformity with this regulation, 
for the purpose of purchasing or carrying 
securities, a creditor may until July 1, 
1937, accept or retain as collateral, in 
addition to exempted securities and regis- 
tered securities, any collateral whatso- 
ever: Provided, That collateral other than 
exempted or registered securities (1) 
shall not be the basis of any additional 
extension of credit, and (2) shall be 
given no value in determining the maxi- 
mum loan value of the securities in the 
account.” 


Cash Transactions 


A bona fide cash transaction is one 
in which a creditor sells a security to a 
customer or purchases securities for a 
customer upon an agreement made in 
good faith and not to evade or circum- 
vent the provisions of the act, that the 
customer will promptly make full cash 
payment for securities so sold or pur- 
chased. Cash transactions must be re- 
corded in special accounts and not in 
any other account of the customer. Ex- 
tension of credit on cash transactions is 
limited to a period not exceeding seven 
days. The seven day period com- 
mences to run when the broker pays for 
the security without having received 
payment from his customer. 

No credit may be extended on un- 
registered, nonexempt securities unless 
such transactions are made on a cash 
basis and recorded in a special cash 
account for the limited periods and 
subject to the conditions of Section 6 
of Regulation T. 
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Accounts Existing on October 1, 1934 


Old Accounts: In a special bulletin 
issued in response to queries for an in- 
terpretation of ‘‘old account” the Fed- 
eral Reserve Board defines same as 
follows: 


1. The account that may be designated 
as an old account is the account as it 
stood at the opening of business on 
October 1, 1934, with such changes as 
could have been permitted in such ac- 
count under section 7(a) of the regula- 
tion if the account had been designated 
as an old account at the beginning of 
business on October 1, 1934. 

2. The creditor may designate such ac- 
count as an old account at any time 
prior to November 15, 1934, and may 
permit transactions in the account pend- 
ing such designation; but there may not 
be included in any account designated as 
an old account any transaction which 
could not have been made in the account 
if it had been designated as an old ac- 
count at the beginning of business on 
October 1, 1934, and any transaction 
which cannot be so included must be 
made in or transferred to a new account. 

3. After an account has been designated 
as an old account the regulation permits 
the withdrawal of cash or securities only 
if the account is an unrestricted account 
on October 15 and if the withdrawal does 
not make the account a restricted account. 

4. If, between the opening of business 
on October 1, 1934, and the time of the 
designation of such account as an old 
account, there has been any withdrawal of 
money or securities from the account, 
such account cannot be designated as an 
old account unless it is an unrestricted 
account on October 15 or on the date of 
such designation, whichever is the later, 
or unless the cash and/or securities with- 
drawn from the account are replaced 
before the account is designated as an 
old account. 

5. If, between the opening of business 
on October 1, 1934, and the time of the 
designation of such account as an old ac- 
count, there has been any additional pur- 
chase of securities in the account or any 
substitution consisting of a sale and re- 
placement purchase which results in an 


increase in the adjusted debit balance of 
the account, the securities purchased and 
any debit for the cost thereof cannot be 
included in the account designated as an 
old account but may be transferred to a 
new account. 

6. Even though transactions have been 
made in an account subsequent to Sep- 
tember 30, 1934, the creditor may for 
convenience designate the account exactly 
as it existed at the beginning of business 
on October 1, 1934, as an old account and 
may transfer all transactions made subse- 
quent to September 30, 1934, to a new 
account, to which also may be transferred 
any money and/or securities lawfully 
withdrawn from the old account in ac- 
cordance with section 7(a) of the regu- 
lation.” 


New Accounts: The regulation pro- 
vides that a creditor may at any time 
permit a customer having an old ac- 
count, recorded separately as provided, 
to establish and maintain one or more 
new accounts which shall be subject to 
the applicable provisions of the regu- 
lation. The regulation also provides 
that any time prior to July 1, 1937, a 
creditor may permit or require cus- 
tomers to consolidate old accounts with 
any of their new accounts provided that 
all such old accounts shall be consoli- 
dated, liquidated or otherwise disposed 
of on or before July 1, 1937. 

It appears that there is no necessity 
for a creditor to designate an exist- 
ing account at the opening of business 
on October 1, 1934, as an old account, 
if the margin therein at that date is 
sufficient to meet the requirements of 
the regulation. In other words, if the 
account is in the condition stated above, 
transactions on October 1, 1934, or 
subsequent thereto, may be reflected in 
the existing account at the opening of 
business on October 1, 1934, and the 
creditor is not required to open another 
account for the customer. 

However, if the margin in an ac- 
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count at the opening of business on 
October 1, 1934, does not meet the re- 
quirements of the regulation it should, 
for the benefit of the customer, be 
designated as an old account and must 
be subsequently liquidated, consolidated 
with a new account, or otherwise dis- 
posed of on or before July 1, 1937. 


Borrowing and Lending Securities 


The deposit of cash in connection 
with the borrowing and lending of 
securities is not considered to be an ex- 
tension or maintenance of credit within 
the meaning of the regulation. 

General: Salient features to re- 
member in connection with Regulation 
T are as follows. 

The act fixes the initial credit only 
and does not restrict a creditor in re- 
spect to carrying securities impaired 
by market conditions or increased by 
charges for interest, commission, etc. 

Creditors, as defined by the act, are 
“brokers and dealers who are members 
of registered exchanges or who trans- 
act their business in securities through 
the medium of such exchange mem- 
bers.” 

Exempted securities include “‘securi- 
ties which are direct obligations of or 
obligations guaranteed as to principal 
or interest by the United States; such 
securities issued or guaranteed by cor- 
porations in which the United States 
has a direct or indirect interest as shall 
be designated for exemption by the 
Secretary of the Treasury as necessary 
or appropriate in the public interest or 
for the protection of investors; securi- 
ties which are direct obligations of or 
obligations guaranteed as to principal 
or interest by a State or any political 
subdivision thereof or any agency or 
instrumentality of a State or any mu- 
nicipal corporate instrumentality of 
one or more States; and such other 


securities as the Securities and Ex- 
change Commission may, by such rules 
and regulations as it deems necessary 
or appropriate in the public interest or 
for the protection of investors, either 
unconditionally or upon specified terms 
and conditions or for stated periods, 
exempt from the operation of any 
one or more provisions of Sections 7 
and/or 8(a) of the Securities Ex- 
change Act of 1934, which by their 
terms do not apply to an ‘exempted se- 
curity’ or to ‘exempted securities.’ ” 

The regulation defines registered se- 
curities as meaning ‘“‘any security which 
is registered on a national securities ex- 
change, or which, in consequence of its 
having unlisted trading privileges on a 
national securities exchange, must, un- 
der the provisions of Section 12(f) of 
the Securities Exchange Act of 1934 
be considered a security registered on a 
national securities exchange.” 

An unrestricted account is one that is 
sufficiently margined, that is, one in 
which the adjusted debit balance is no 
greater than the maximum loan value 
of the securities in such account. 

A restricted account is one in which 
the adjusted debit balance exceeds the 
maximum loan value of the securities 
in such account. 

An account, which at the opening of 
business on any day, is unrestricted, 
may be considered an unrestricted ac- 
count during that day. It is possible 
that an account which is classed as re- 
stricted at the opening of business may 
become unrestricted during the same 
day and if so, it may be considered an 
unrestricted account for the balance of 
that day. 

In computing the lowest market price 
at which a security has been sold, the 
regulation provides “that until July 1, 
1936, for the purpose of this regula- 

(Continued on page 20) 
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Notes on the Adjustment of the Balance Sheet to 
Present-Day Business Conditions* 


3y WALTER A, STAUB 


The revolutionary changes in busi- 
ness and financial conditions caused 
by the unprecedented depression 
through which we have been passing 
make it more important than ever that 
everyone having any responsibility for 
either the preparation or the certifica- 
tion of balance sheets of business con- 
cerns give consideration to the effect on 
the various items appearing therein of 
present-day. conditions. 

Cash: Formerly this was regarded as 
the one certain item on the balance 
sheet. The experiences of the past 
several years, however, have sometimes 
caused one to wonder whether it isn’t 
the most uncertain item on the bal- 
ance sheet. Among such conditions, 
which have become of importance only 
since the depression became acute are: 

(1) Closing of thousands of banks dur- 
ing the depression; 

(2) Considerable number of banks 
operating on restricted basis after the 
resumption of banking following the 
general closing of March, 1933; 

(3) Banks permitted to value their secur- 
ity holdings on bases other than actual 
market in determining solvency or per- 
missibility of continuing in business; 

(4) Monetary policy of the federal gov- 
ernment with continued depreciation of 
dollar, thus putting premium on owner- 
ship of tangible things like merchandise 
or real estate rather than mere money 
(including bank deposits) or obliga- 
tions payable in a specified number of 
dollars ; 

(5) The restrictions on the withdrawal 
of funds on deposit in foreign coun- 
tries. 

The improvement in the banking sit- 

uation has again restored confidence in 


the solvency of banks which were per- 
mitted to reopen after last year’s bank 
holiday, on an unrestricted basis. Many 
business concerns have been left 
with deposits with—or claims against 
—closed banks. 

Such balances in closed banks are 
obviously no longer “cash” in the ac- 
cepted sense of that term. They should 
therefore be excluded from the current 
assets section of the balance sheet and 
shown as non-current assets and, to the 
extent that information is available, 
should be written down to expected 
realizable value. 

Foreign deposits, the withdrawal of 
which is restricted by law, should also 
be indicated and not merely merged in 
the general ‘‘cash’’ item in the balance 
sheet. 

Receivables—N otes and Accounts: 
The effect of present business condi- 
tions is to make the possibility or prob- 
ability of losses thereon greater than a 
few years ago. Consequently credits 
must be more carefully watched than 
ever, and past experience as to ratio of 
bad debt losses to amounts of sales 
or outstanding receivables cannot be 
blindly relied upon in determining re- 
serves for bad debt losses or in deter- 
mining whether or not the amounts of 
reserves accumulated by setting up cur- 
rently a percentage of sales are ade- 
quate to provide for the probable losses 
on the receivables shown in the balance 
sheet of a given date. 

Inventorics—Materials, Goods in 
Process, and Finished Product: In the 
course of time the rule of “cost or mar- 


* Based on talks to the Wasiington and Rockford chapters of the National Association of Cost Accountants. 
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for which the 
public accounting profession consist- 
ently contended in season and out of 
season, and at a time when many busi- 
ness men did not agree with the rule, 
has become generally accepted by the 


ket, whichever is lower,” 


banker, the manufacturer, the mer- 
chant and the taxing official. It is a 


rule of conservatism and safety rather 
than of logic. Logically, by the same 
token that inventories are written down 
to provide against potential losses not 
yet actually sustained but threatened by 
a fall of market prices below cost, it 
could be argued that inventories should 
be written up to recognize potential 
profits therein not yet actually realized 
but promised by a rise of market prices 
above cost. Long experience, however, 
has taught that the only course of 
safety is that of providing against 
threatened losses but of not counting 
chickens until they are actually hatched. 

The time tested principle of “cost 
or market, whichever is lower,” is on 
the whole still the best to follow. But 
question has from time to time been 
raised which cost is to be applied to 
the goods sold and which cost is to be 
applied to the goods remaining on 
hand. Shall it be ‘first in, first out ;” 
or “last in, first out;” or “average of 
the beginning inventory cost plus sub- 
sequent purchase or production cost” 
(on a weighted average basis) ? 

This question has been receiving re- 
newed consideration because it is of 
greatest importance in periods when a 
radical change in the price level occurs 
(whether up or down) as during the 
depression period. When the price 
movement is upward, as during the 
World War, the use of the “first in, 
first out’’ costing of sales tends to show 
large profits because of selling at 
mounting prices goods purchased at the 
lower price level, although if the con- 


cern is to remain in business it must 
immediately replace the sold goods with 
others purchased at prevailing higher 
prices. The effect is that the valuation 
of the inventory is at the highest recent 
cost, and the profits shown on goods 
sold have to a large extent not been 
realized in the sense that they are avail- 
able for distribution but they have had 
to be reinvested in large part in main- 
taining a stock of goods no larger in 
quantity than that previously carried 
for a much smaller investment. When 
the inevitable drop in the price level 
occurs, large losses on inventory values 
are shown in adjusting to “cost or 
market, whichever is lower.” In 1920 
many concerns showed inventory losses 
which offset to a considerable extent 
the large profits apparently earned dur- 
ing the war period. Similarly, large in- 
ventory losses due to the tremendous 
drop in prices during the present de- 
pression have in the case of many com- 
panies absorbed profits shown during 
the time that a high cost was being de- 
veloped for the inventory. 

The question has been raised 
whether, assuming a starting inven- 
tory at a low enough level so that 
prices would hardly drop below it ex- 
cepting under catastrophic conditions, 
the use of the formula of “last in, first 
out” in costing goods sold would not 
result in a truer picture of actual 
profit. The argument can be made that 
there is a closer relation between the 
prices of goods last purchased and of 
the goods currently sold than between 
the earliest purchases of goods on hand 
and of the goods currently sold. 

In the case of industries or concerns 
the inventories of which are ordinarily 
very large in relation to other assets— 
as, for example, the cil industry where 
large quantities of crude oil may be 
carried in stock continuously—the “‘last 
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in, first out’? method of costing sales 
has a tendency to minimize the ex- 
tremes of profits and losses. The profits 
shown in periods of rising prices would 
tend to be less than by using the for- 
mula of “first in, first out,” and corre- 
spondingly in periods of falling prices 
such losses as might be shown in re- 
ducing inventories to lower market 
prices would not be as great as would 
otherwise have to be taken. It is to be 
noted that the formula of ‘cost or mar- 
ket, whichever is lower’ would still 
govern the valuation of che inventory 
and would correct the tendency which 
might develop in a period of falling 
prices for the inventory to remain at a 
higher price level than the current 
prices at which sales would be costed. 

The “last in, first out’ formula is 
being given study by an inventory 
methods committee in one of the large 
industries of the country at the present 
time. Any method which will tend to 
minimize the profits shown in periods 
of rising prices which are not actually 
available for distribution, because of 
the need for retaining at least a mate- 
rial portion of such profits in the busi- 
ness as added working capital and thus 
subjecting it to a business hazard which 
becomes greater the higher the price 
level rises, is worthy of careful con- 
sideration. 

If such a cost formula or method 
were generally adopted in an industry, 
it would be desirable to show as a 
memorandum on the balance sheet the 
current replacement market value for 
the inventory. This would assist in 
giving a full understanding of the 
situation to those extending credit 
to a given concern or those who 
wish to make an_ intelligent com- 
parison of the financial position of 
various companies in the same industry 
whose inventories may be carried at 
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differing costs. ven under the pres- 
ent more general use of the “‘first in, 
first out” cost formula the supplemen- 
ting of the valuation at which the in- 
ventory is carried in the balance sheet 
by a memorandum of the approximate 
replacement market value thereof 
would be informing. 

The average cost method of carrying 
or valuing the inventory may be said 
to be intermediate between the “first 
in, first out’ and “last in, first out” 
methods. It is probably less used now 
than was at one time the case, though 
it is still the method generally used in 
at least one of the major industries of 
the country. 

An inventory method which has 
somewhat the same end in view as the 
“last in, first out” cost formula is the 
base stock method. It has the virtue 
of conservatism, both from a balance 
sheet point of view (assuming of 
course that the base price, which re- 
mains unchanged, is set sufficiently low 
at the inception of the use of the 
method) and from the point of view of 
the earnings shown during an era of 
rising prices. The leading exponent 
of this method in this country is the 
National Lead Company which has 
clearly explained the method in its an- 
nual reports. Another of the prom- 
inent industrials of the country, the In- 
ternational Harvester Company, used 
the method for a few years at the close 
of the World War period but discon- 
tinued when the United States Treas- 
ury refused to accept the method for 
income tax purposes. The refusal of 
the taxing authorities in both the 
United States and Great Britain to ac- 
cept the base stock method for valuing 
inventories has probably discouraged a 
more general use of it by industrial 
companies. 

One other point in the valuation of 
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inventories which requires especial con- 
sideration in the depression period is 
that only normal overhead should be 
included in inventory value, even 
though under present conditions with 
greatly reduced output the actual over- 
head ordinarily exceeds a normal rate 
of overhead. 

Investments: The tremendous decline 
in security prices makes careful scru- 
tiny of the figures at which invest- 
ments are carried of especial impor- 
tance. The rules to be followed are 
quite well established and may be sum- 
marized as follows: 
securities—if quoted 

prices thereof are below they 

should be either (a) written down, or 

(b) a reserve set up for the difference, 

or (c) a notation made of the quoted 

value on the balance sheet. “Quoted 
value” may, especially under present 
conditions, be a more exact term than 

“market value.” 

(2) Not-readily-marketable investments— 
(a) if no market value can be ascer- 
tained, they may be carried at cost, 
with that fact being clearly disclosed, or 
(b) if the actual value is known to 
be considerably lower than cost, and 
not merely a temporary fluctuation, they 
should be written down to such value, 
or (c) a notation made of the quoted 
value on the balance sheet. 


Plant and Other Fixed Property 
Accounts: We may first remind our- 
selves of the accounting conventions 
which underlie property “values” as 
ordinarily stated in balance sheets of 
industrial concerns. They do not pur- 
port to represent present market value 
of the property, or to give any indica- 
tion of what might be realized if the 
concern went into bankruptcy, or for 
other reasons had to liquidate, and its 
plant and other fixed properties were 
to be sold either at forced sale or after 
extended negotiations. 

The underlying principle 


(1) Marketable 


cost, 


for the 


stating of property items in the balance 
sheet is primarily that of accounting 
for the investment therein—that is, 
carrying such property at cost less 
allowances for depletion because of ex- 
haustion through removal of the con- 
tents, as in the case of mines, oil wells, 
forests, etc., and for depreciation of 
property because of its use in the busi- 
ness and/or expiration in part of the 
expected useful life of the property— 
and only under special circumstances 
attempting to indicate the probable re- 
alizable value of the property or even 
what it would probably cost to re- 
place it. 

Exceptions to the foregoing general 
rule are, among others, such cases as, 
(a) when property no longer required 
for the operation of the business is to 
be disposed of as soon as possible, and 
it is segregated from the active plant 
property and written down to esti- 
mated realizable value, and (b) when 
it is desired to give effect in the books 
and financial statements to a marked 
change in price level or other factors 
which have caused present value to be 
substantially different from the unde- 
preciated balance of the cost thereof. 
Such adjustments of acquisition cost 
less depreciation are usually based on 
an appraisal. 

For example, a mining property 
bought in an undeveloped or even un- 
explored state may have proven to con- 
tain valuable mineral deposits and its 
present value consequently be far in 
excess of the relatively small amount 
paid for the property. Again, land 
may have greatly increased in value 
since its acquisition for the use of the 
business, though it should be observed 
that when such value is predicated on 
a use for a purpose which would neces- 
sitate the removal of the plant from 
such land, the prospective loss on build- 
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ings and equipment is an offset against 
the profit accrued on the land and only 
the net amount should be recognized in 
making any adjustment of the cost at 
which the plant has theretofore ap- 
peared on the books. During the dec- 
ade intervening between the close of 
the World War and the stock market 
crash of 1929 adjustments of book 
values of plant property were princi- 
pally upward, the revisions represent- 
ing the excess of appraisal valuations 
(which valuations were most often 
based, in the case of buildings and 
equipment, on estimated replacement 
cost less depreciation ) over the original 
cost less depreciation theretofore al- 
lowed for. 

Following the catastrophic fall in the 
price level which occurred during the 
early years of the depression, the ques- 
tion was raised among both bankers 
and industrialists whether the values at 
which plant assets were being carried 
on the books of the corporations own- 
ing them should not be revised down- 
ward to accord with the new price level. 
From the views expressed on this ques- 
tion, it is evident that the cause of the 
question was not so much because high 
values in balance sheets might possibly 
mislead the readers, but rather the 
thought that reduced property values 
would justify lower depreciation allow- 
ances and consequently the income ac- 
count would show a better net result 
than if depreciation allowances were 
continued at the high costs at which the 
plant assets had been acquired prior to 
the depression. This reason for re- 
vising the book values of plants nat- 
urally caused accountants to give care- 
ful consideration to the related ques- 
tion of whether shareholders might 
possibly be misled by statements of net 
income which were based on charging 
operations of the business with depre- 


ciation allowances computed not on the 
original cost of property but only on 
the portion thereof based by the level 
to which such values fell in the depres- 
sion period. The writer reached the 
conclusion, which it is believed also 
represented the general consensus of 
opinion among accountants, that in 
principle there was no objection to 
adjusting the plant accounts down- 
wards, even though it did result in 
lower depreciation allowances there- 
after, that it represented in effect a 
recapitalization or a reorganization of 
the financial status of the company in 
the light of radically changed business 
conditions, and that one could not ex- 
pect a business to recover through its 
operations depreciation allowances on 
a higher basis than the current price 
level to which selling prices of the 
products of the business are related. 
Among the discussions which appeared 
in print on this subject was a presenta- 
tion by the writer under the title of 
“The Disposition in the Accounts of 
Abnormal Losses” at a meeting of the 
New York State Society of Certified 
Public Accountants, which formed the 
basis of an article appearing in the 


January, 1933, issue of the quarterly 


bulletin of the Society. 

This discussion of the writing down 
of plant values was most active during 
1931 and 1932 and at the end of 1931, 
particularly, quite a number of large 
companies made important adjustments 
of this character in their accounts. 
Those adjustments which were made in 
1931 and 1932 were predicated on the 
assumption that the price level which 
had obtained over a decade following 
the close of the war had been abnormal 
and that, although there might be some 
rise in the level to which prices had 
fallen during the depression, experi- 
ences in periods following other wars 
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indicated that we had at last reached a 
more nearly normal price level. With 
the advent of the Roosevelt administra- 
tion, however, and the talk of inflation 
and the administration’s effort to force 
the price level upward, including the 
devaluation of the dollar, and the ef- 
fects which may still be realized there- 
from, it obviously became inadvisable 
to continue the adjustment of property 
values because of the fall in the price 
level. Hence, the consideration of the 
subject at this particular time is largely 
academic. It has been touched on, 
however, to indicate how changing bus- 
iness conditions do exert an influence 
on the balance sheet and why at the 
present time the balance sheets of a 
number of large and prominent busi- 
ness corporations do not have their 
property accounts included in the bal- 
ance sheet on the conventional basis 
of cost less depreciation. 

It is always important to make cer- 
tain that expenditures charged to 
property accounts do in fact represent 
additions to or improvement of the 
property and that in no sense could 
they be considered maintenance or op- 
erating expenses, and, similarly, that 
adequate allowances are being made 
currently for depletion and deprecia- 
tion. In times of financial stress and 
strain and greatly reduced industrial 
output with correspondingly unfavor- 
able reaction on the operating results, 
it is especially important to see that 
charges to the property account are 
legitimate and that depletion and depre- 
ciation allowances are not being re- 
duced merely to better the operating 
showing. 

In view of greatly reduced output 
during the depression, a number of 
manufacturing concerns have reduced 
their depreciation allowances on the 
theory that a lesser use of the plant 


caused a lesser depreciation. Under 
this may be the 
case, though it is not to be overlooked 
that the allowances for depreciation 
made on straight line basis are fre- 
quently at rates which in fact make 
some allowance for what may be called 
normal obsolescence (as distinguished 
from extraordinary obsolescence) in 
addition to provision for physical ex- 
haustion. In other words, the estimates 
of the probable useful life of plant as- 
sets are based not merely on either the 
minimum or maximum expected physi- 
cal life but also give some consideration 
to probable retirement or displacement 
at an earlier date because of develop- 
ments in the art or because of mainte- 
nance and repair costs becoming too 
high in the later years of the physical 
life of machinery. 


some circumstances 


Experience indi- 
cates that this obsolescence factor has 
some relation to time, though there are 
of course other elements involved than 
that. This is an argument for con- 
tinuing depreciation allowances on the 
same (where the straight line 
method is used) through a period of 
reduced production as during the time 
when the plant is used to reasonably 
full capacity. In any event, it is de- 
sirable to disclose clearly in the finan- 
cial statements any substantial modifi- 
cation of the depreciation allowances 
because of reduced output. 

A development of the last several 
years, though presumably not caused 
by the depression, which should have at 
least passing mention, is the question 
of retirement reserve versus deprecia- 
tion reserve in the case of public util- 
ities. For more than a decade, public 
utility commissions in many states have 
permitted corporations subject to their 
jurisdiction to charge operations with 
allowances for plant retirements rather 
than with allowances for depreciation 


basis 
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computed on the straight line (or anal- 
ogous) method. At one time many 
public utility corporations made no de- 
preciation allowances, or even so- 
called retirement allowances—just as 
prior to the incidence of income and 
war profits taxes, many industrial cor- 
porations either made no depreciation 
allowances or computed them on an 
inadequate basis—but in more recent 
years probably a majority of public 
utility corporations have been making 
allowances on the so-called retirement 
basis. Some public utility corpora- 
tions, however, have continuously used 
the straight line basis, the most prom- 
inent example being the American Tel- 
ephone & Telegraph Company and the 
operating companies of the Bell Tele- 
phone system. Over a period of some 
years, the Interstate Commerce Com- 
mission made a careful study of the 
subject of depreciation accounting as 
contrasted with retirement accounting 
and in 1926 made a preliminary report 
and order and on July 28, 1931, another 
report and a final order, deciding in 
favor of depreciation accounting. The 
Public Utility Commission of New 
York State has also had the subject un- 
der consideration and its new classifi- 
cation of accounts for public utilities in 
New York has prescribed straight line 
depreciation. Some of the important 
utilities of the state have registered vig- 
orous objection and the subject is still 
under discussion. 

A generation ago, when many of our 
large industrials came into being as the 
result of consolidations of groups of 
independent companies, it was the prac- 
tice to set up one property account at 
inception of the company which was a 
hodgepodge of land, buildings, ma- 
chinery, and other tangible plant assets, 
patents, trade brands, good will, and 
other intangible assets. Not infre- 


quently the major portion—sometimes 
the entire amount—of the par value of 
the common stock issued at organiza- 
tion represented only intangibles for 
which the then favorite expression 
was “water.” 

Since that time much progress has 
been made in developing better plant 
accounting and, with the stimulus of 
the war profits and income taxes, of 
setting up adequate allowances for de- 
pletion and depreciation of tangible 
property and of such intangible prop- 
erty as may have a limited life. The 
best practice today in dealing with 
property accounts, is to segregate (1) 
tangible from (2) intangible property 
and in turn to segregate tangible prop- 
erty into (a) depreciable and (b) non- 
depreciable. Such a segregation, after 
applying to the respective divisions the 
allowances for depletion or deprecia- 
tion applicable thereto, indicates the re- 
sidual investment in each class of prop- 
erty and also gives information which 
permits of seeing, at least in a general 
way, the relation between the depreci- 
able property carried in the balance 
sheet and the depreciation allowances 
charged in the income statement. 

In the case of some companies it 
may not be feasible for a lack of com- 
plete information to make the segrega- 
tion above indicated for balance sheet 
purposes, but at least the description 
of the aggregate property account as 
carried in the balance sheet can, and 
should, indicate that it includes both 
tangible and intangible property. 


Foreign Exchange: For a long time, 
the principal aspect of this item which 
needed to be considered in stating the 
balance sheets of American corpora- 
tions with foreign interests, whether 
consisting of direct branches or of for- 
eign operating subsidiaries, was the 
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adjustment to give effect to the extent 
to which numerous foreign currencies 
were below par in their relation to 
United States currency. With the de- 
valuation of the United States dollar, 
however, this situation has radically 
changed and, even in the case of a 
country like Germany which has almost 
no gold backing for its currency, the 
dollar is at a very large discount as 
compared with its former parity with 
the mark. Consequently, the adjust- 
ments which must now be made in the 
light of foreign exchange rates obtain- 
ing at the date of the balance sheet are 
quite different from those which for- 
merly needed to be made. In some 
cases, the adjustments involve the fac- 
tor of unrealized profit arising from 
the foreign exchange situation. 

Prepaid Expenses and Other De- 
ferred Charges: In general, no material 
change has been caused in this group 
of items by depression conditions. The 
same principles are to be followed as 
heretofore. In any event, the primary 
importance of this group of nominal 
assets in the balance sheet is their effect 
on subsequent income accounts or state- 
ments of operation rather than as an 
indication of financial position. 

Liabilities—Funded and Current: 
Apparently, the depression has intro- 
duced no new factors which require 
any substantial change in past practice 
or any modification of the liability 
shown on the books of a corporation, 
for obligations stated in a definite 
number of dollars, especially since the 
enactment of federal legislation invali- 
dating the gold clause in bonds, mort- 
gages or similar fiscal contracts. Should 
that legislation be held unconstitu- 
tional, the situation would of course be 
very much changed and would require 
complete reconsideration. 


Liabilities—Contingent: In times of 
financial stress and strain, and espe- 
cially when such stress and strain bear 
down hard on a given corporation, 
especial care needs to be given to ascer- 
taining all contingent liabilities. These 
sometimes develop in quite unexpected 
forms, and as reference thereto may 
not appear in the financial accounts of 
the company, their ascertainment is at 
times extremely difficult. 

Capital: Recent legislation in a num- 
ber of states has caused renewed con- 
sideration to be given to the proper 
accounting treatment of capital stock, 
particularly that having no par value, 
treasury stock, capital surplus and 
sarned surplus. Such legislation has, 
in some cases, imposed additional re- 
strictions, either upon the acquisition 
of the company’s own shares or upon 
the payment of dividends because of 
the impounding of surplus resulting 
from such acquisition of its own 
shares. The new business corporation 
act, which became a law in Illinois in 
July, 1933, is an interesting example 
of such legislation. It was evidently 
enacted after careful consideration of 
both legal and accounting phases of 
the financial structure of corporations. 
Apparently, under that law treasury 
stock may be acquired only if earned 
surplus is available for that purpose, 
and upon such acquisition the earned 
surplus is no longer available for div- 
idends to the extent of the cost of 
such stock, at least as long as such cost 
is not recouped by a resale thereof. 

In order to show more clearly the 
restrictive effect of treasury stock on 
the surplus, and to recognize more 
fully the requirement in most, if not 
all, states, that the capital stock is not 
reduced until treasury stock has been 


(Continued on page 17) 
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Federal Tax Handbook, 1934-35 


It is expected that the 1934-35 edi- 
tion of Colonel Montgomery's FEp- 
ERAL Tax HANnpDBooK will be off the 
press and ready for distribution soon 
after this issue of the L. R. B. & M. 
JOURNAL reaches our readers. 

The following excerpts from the cir- 
cular issued by The Ronald Press 
Company, publishers of the book, indi- 
cates the scope of the new edition: 


The tax situation has changed more in 
the twelve months just ending than in 
any corresponding period on record. Cer- 
tain provisions of the new law not only 
alter fundamentally the procedure you have 
been following, but are totally unlike any 
provisions in prior laws. : 

In addition, the past year has been an im- 
portant one for the Treasury rulings, Tax 
Board and court decisions handed down. 
In vital respects, the Treasury’s position has 
not only stiffened notably, but upset long- 
established interpretations. Court decisions 
have been radically different, not merely in 
their results, but in the spirit in which 
arrived at. 

Mr. Montgomery’s counsel in this Ferp- 
ERAL TAX Hanppook 1934-35 gives as al- 
ways the tax-saving help and protection 
vou need. Out of his years of experi- 
ence with tax laws, he takes the respon- 
sibility of interpreting the law into plain, 
positive recommendations of procedure. 
He anticipates the probabilities as to posi- 
tion the Treasury will take on the new pro- 


visions. Points that may cause trouble are 
discussed frankly, with his personal com- 
ments and suggestions. You have a direct 
answer to any likely question about income, 
gift, estate, capital stock, and excess profits 
taxes. F 

Recent investigations and announcements 
from Washington have unfortunately tended 
to create among many taxpayers a psychol- 
ogy of fear. Loosely flung-around charges 
and threats have caused some taxpayers to 
jump at the conclusion that the conduct of 
their business affairs in such a way as to 
minimize tax liability is no longer legitimate. 
It should not be forgotten that taxpayers still 
have the legal right so to conduct their busi- 
ness that the minimum of tax liability as 
well as other expenses will result. The 
courts have held that a taxpayer is not bound 
to choose the pattern which will best pay the 
Treasury; there is no patriotic duty to in- 
crease one’s taxes. This book shows what 
taxpayers may, and what they may not, do 
in order to pay not more than the legitimate 
amount of tax. 


We strongly urge all the members of 
our organization to become acquainted 
with the changes in federal taxes as a 
result of the passing of the 1934 Rev- 
enue Act, as well as recent court deci- 
sions, rulings, etc. This may be ef- 
fectively accomplished by a careful pe- 
rusal of the new edition of the FrEp- 
ERAL TAx HANDBOOK. 





Adjustment of the Balance Sheet 
to Present Conditions 


(Continued from page 16) 


retired pursuant to prescribed statutory 
procedure, there is a marked trend 
away from the old-time accounting 
practice of deducting par or stated 
value of treasury stock from the gross 
capital stock outstanding and to apply 
any difference between cost and par 
or stated value to the capital surplus 


and/or earned surplus accounts. A 
practice which has been followed in a 
number of published balance sheets is 
to deduct the cost of treasury stock 
from the aggregate of capital stock and 
surplus or, in those cases where treas- 
ury stock is carried on the asset side 
of the balance sheet, to note in the de- 
scription of the surplus item on the 
balance sheet the restriction on the 
availability thereof for dividends to 
(Continued on page 18) 
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Auditing Theory and Practice 


The fifth edition of Colonel Mont- 
gomery’s AUDITING THEORY AND 
PRACTICE is on the press and will be 
released shortly by the publishers, The 
Ronald Press Company. 

In their advance notices, the pub- 
lishers point out that the book has been 
entirely rewritten to meet new-day re- 
quirements, including : 

The new public viewpoint on the audi- 
tor’s word and responsibilities ; 

New practices and new standards 
have developed in doing business; 


that 


New techniques in accounting; 

New governmental demands as reflected 
in closer regulation and in the 
tax structure. 


changing 


And that the new edition offers timely, 
practical and authentative advice on what 


constitutes the best course under these 
changed conditions. 
The publishers further suggest its use- 


fulness as a guide at every stage in making 
an audit or investigation of any scope, and 
for any purpose, and as a source of counsel 
in knowing what to look for, and where, 
how much to do, and how to distinguish 
the vital from the incidental. 

It is stressed that since publication of the 
4th edition, in 1927, there have been more 


far-reaching changes in business and finance 
than in any similar length of time in the 
world’s history, and that the whole course 
of the auditor’s practice has changed pro- 
foundly in his viewpoint, in his methods, 
and in conditions of his work. 


Colonel viewpoint 
throughout the book is expressed in the 
following quotation : 


Montgomery’s 


There must be some direct connection 
between good business practice and good 
accounting practice. It is absurd to claim 
that any business or any industry as a 
whole is subordinate to accounting meth- 
ods. If business practices are bad and 
accounting methods are good, the former 
must yield; but if business practices are 
good, accounting methods must conform 
to them. 


It is presumed that every member 
of our organization will make it a point 
to study carefully the latest develop- 
ments outlined in the new edition of 
AvupiTInG. This is especially important 
because we are on the eve of the season 
when so many annual audits are to be 
made. 





Adjustment of the Balance Sheet 
to Present Conditions 


(Continued from page 17) 


the extent of the cost of the treasury 
stock. 

The principle enunciated by account- 
ants years ago, and increasingly recog- 
nized in practice as the years have gone 
on, that a company’s own securities, 
whether bonds or capital stock, but 
especially so in the case of the latter, 
should not be included in the invest- 
ment item which may appear among 
the company’s assets in its balance 


without full disclosure of the 
fact, has now become well established. 

This point has become of increased 
importance during the depression be- 
cause sO many corporations have 
bought in their own shares or bonds. 
3y the action of the New York Stock 
Exchange in a controversy with a large 
corporation, the securities of which are 
listed on the Exchange, it has shown 
emphatically that it will not tolerate 
failure to disclose the inclusion of 
treasury stock among the investment 
assets of listed companies the inclusion 
of dividends thereon in the income 
accounts published by such companies. 


sheet 
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The L. KR. B. & M. Fournal 





Published by Lybrand, Ross Bros. & Montgomery, for free distribution to mem- 
bers and employees of the firm. 





The purpose of this journal is to communicate to every member of the staff and 
office plans and accomplishments of the firm; to provide a medium for the ex- 
change of suggestions and ideas for improvement; to encourage and maintain 
a proper spirit of cooperation and interest, and to help in the solution of com- 


mon problems. 
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Two New Partners 


At the recent annual firm meeting 
Mr. Frederick S. Metzler and Mr. 
Robert E. Warren were admitted to 
membership in our firm. In both in- 
stances this was a well merited recog- 
nition of long, able and devoted serv- 
ice to the firm. Mr. Metzler will con- 
tinue at the Philadelphia office and 
Mr. Warren will be our resident part- 
ner at the Cleveland office. 

Mr. Metzler was born in Philadel- 
phia in 1893, and attended the schools 
of that city. Thereafter he entered the 
office of the Auditor of Passenger 
Traffic of the Philadelphia & Reading 


Railway Company and later was em- 
ployed as assistant to the Trust and 
Title officer of the Manayunk Trust 
Company. While thus employed he 
took a course at the Evening School of 
Commerce and Accounts in Philadel- 
phia. 

He entered our Philadelphia office in 
April, 1917, and has been there con- 
tinuously since, excepting from May, 
1918, to August, 1919, when he was 
in the 315th Infantry, 79th Division, 
during the World War. After his re- 
turn from service overseas he rejoined 
the staff of the Philadelphia office. 

In 1925 Mr. Metzler received a 
Pennsylvania C. P. A. degree by ex- 
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amination. He 
Pennsylvania 


is a member of the 
Institute of Certified 
Public Accountants. 

In 1922 Mr. Metzler married Miss 
Mildred R. Redman, who was em- 
ployed in our Philadelphia office. They 
have two daughters and one son. 

Mr. Warren was graduated from 
Ohio Wesleyan University in 1915 
with an A.B. degree. Following two 
years of acounting and office work, he 
entered the Army and was a second 
lieutenant in the air service during the 
war. 

He entered the public accounting 
field in 1919, and in 1923 received a 
C. P. A. certificate by examination in 
Ohio. He entered our Cleveland office 
in 1923 and for some years past has 
been in charge of that office as man- 
ager. 

Mr. Warren has served as president 
of the Cleveland Chapter of The Ohio 
Society of Certified Public Account- 
ants and as vice president of that So- 
ciety. He is a member of the Ameri- 
can Institute of Accountants. Articles 
by Mr. Warren have appeared in the 
JoURNAL on different occasions. 


Transfers of Partners 


Mr. Donald M. Russell, who has 
been a resident partner at our Phila- 
delphia office for the past five years, 
will hereafter be located at our Detroit 
office as our resident partner in that 
city. Mr. Yockey will continue as 
manager at the Detroit office. 

Mr. Walter L. Schaffer, who has 
been the resident partner at our Bal- 
timore office for five years past, will 
hereafter be located at our New York 
office as one of the resident partners 
in that city. Mr. A. H. Dewdney will 
be the manager in charge at our Balti- 
more office. 


Regulation T Under the Securities 
Exchange Act 
(Continued from page 8) 
tion, the lowest price at which a secu- 
rity has sold on or after July 1, 1933, 
but prior to the first day of the cur- 
rent month, shall be considered as the 
lowest market price of such security, 
during the preceding thirty-six months ; 
and Provided, That the lowest market 
price which could be used under the 
provisions of this regulation during 
any calendar month may be used dur- 
ing the first seven calendar days of the 

succeeding calendar month.” 

After July, 1936, it becomes unneces- 
sary to go back as far as July 1, 1933, 
but the lowest price during the preced- 
ing 36 calendar months must be used, 
except that the low prices which could 
be used during July, 1936, may, if the 
creditor so desires, be used during the 
first seven calendar days of August, 
1936. 

If, for example, a transaction is 
made on August 20, 1936, the period 
for determining the low price of the 
security would be from August 1, 1933, 
to July 31, 1936, inclusive. 

The foregoing article is intended to 
embrace those features of Regulation 
T, about which discussion has largely 
centered. Many requests for interpre- 
tations of various features of the regu- 
lation are before the Federal Reserve 
Board for consideration and replies 
thereto are embodied in bulletins issued 
at frequent intervals by the board. As 
the contents of the bulletins are di- 
gested by those interested therein, a 
more definite understanding of Regula- 
tion T and its requirements is becom- 
ing prevalent. 

L. W. Fageant of our New York 
office recently received the C.P.A. de- 
gree from the State of New York. 
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Budgeting 


Mr. Prior Sinclair of our firm is the 
author of a new work on BUDGETING, 
which has just been published by The 
Ronald Press Company. The aim and 
scope of the book are well expressed in 
the opening paragraphs of the preface, 
which read as follows: 


lhe development of effective budgeting 
has been a signal aid in the business ac 
complishments of the past decade. The 
use of budgeting methods was greatly ex- 
tended in prosperous periods and has 
stood business in good stead during the 
following time of stress. Undoubtedly 
these businesses which today are operat- 
ing in harmony with methods of budget- 
ary control are best prepared to meet the 
trials brought by the changes in the 
velocity of business. Today, budgeting, 
in its completeness, effectiveness and re 
finement of method, is advanced far be 
yond the concept of but a few vears ago. 
Budgeting is now recognized as a wholly 
separate business function; it is closely 
allied with accounting and supplies an- 
other worthy instrument for the use of 
management. 

Budgeting principles permit of wide 
application. The purpose of this book is 
to give an organized presentation of 


budgeting principles and practice as the 
information heretofore published on the 
subject has been scattered and frag- 
mentary. 

\ major aim of this book is compre- 
hensiveness. Thus it treats budgeting in 
its full scope, not merely as a matter of 
mechanical routine or as a phase of ac- 
counting procedure, but more broadly as 
a plan of practical business management. 
Insofar as the limits of space permit, the 
numerous aspects of the subject have 
been presented with the purpose of bring- 
ing to the user of the book not only a 
knowledge of budgeting technique, but 
also an insight into the laws of business 
organization and management, which 
knowledge is essential for the prepara- 
tion of a practical, effective and realiz- 
able budget. 

Phe practicability of the subject mat- 
ter of this book has been an aim coordin- 
ate with comprehensiveness. No method 
or plan in the work is theoretical; each 
is derived from actual practice. The 
methods presented are in everyday use 
with gratifving results to the users. 


The book reflects Mr. Sinclair’s long 
and broad experience in the field of 
budgeting and it is commended to the 
members of our staff for study. 
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Notes 


Members of our firm have been ap- 
pointed to serve on committees of the 
American Institute of Accountants, as 
follows: 

Mr. Ross, Executive Committee (elected 
at annual meeting in Chicago in October) ; 

Colonel Montgomery, Special Committee on 
Terminology ; 

Mr. Staub: Special Committee on Coopera- 
tion with Stock Exchanges; Special Com- 
mittee on Cooperation with Other Organ- 
izations; Special Committee on Inven- 
tories ; 

Mr. Hood, Special Committee on Coopera- 
tion with Securities and Exchange Com- 
mission ; 

Mr. Sweet: Committee on Meetings (Chair- 
man) ; Special Committee on Federal Cor- 
poration Law; 

Mr. Sinclair, Special Committee on Ac- 
counting Procedure; 

Mr. Perry, Special Committee on Coopera- 
tion with Bankers. 


Mr. Donald M. Russell spoke be- 
fore the Baltimore Chapter of the Na- 
tional Association of Cost Accountants 
on September 18, 1934, on the subject 
of depreciation and the attitude of the 
Treasury Department concerning de- 
preciation deductions as set forth in 
Treasury Decision 4422. 


Among the appointments as officers 
and to various committees of the Penn- 
sylvania Institute of Certified Public 
Accountants which were announced for 
the ensuing year in the September-Oc- 
tober, 1934, issue of the Pennsylvania 
Certified Public Accountant, we noted 
the appointments of members of our 
firm and of the staff as follows: 
Treasurer, Donald M. Russell; 

Chapter, A. 


Vice-Chairman, Philadelphia 


Karl Fischer; 


Member, Executive Committee, Pittsburgh 
Chapter, Harold R. Hersperger ; 

Chairman, Committee on Accounting Termi- 
nology and Review of Published Financial 
Reports, John Hood, Jr.; 

Chairman, Committee on Cooperation with 
Bankers, A. Karl Fischer; 

Chairman, Committee on Legislation, T. Ed- 
ward Ross; 

Chairman, Committee on Pensions and 
Group Life and Sick Benefit Insurance, 
George R. Drabenstadt. 


On Thursday, October 18, 1934, 
Mr. Staub addressed the Rockford 
Chapter of the National Association of 
Cost Accountants on the subject, * Ad- 
justing the Balance Sheet to 
Day Conditions.” 


Present 
On the following 
day he addressed the noon-day meeting 
of the Rotary Club in Rockford on 
‘Problems in Industrial Taxation.” 


An Associated Press dispatch from 
Oakland, California, dated September 
27, 1934, related that “A big airliner 
and a dazzling meteor flashed through 
the skies dangerously close to each 
other east of here early this morning, 
giving the occupants of the plane a 
thrill of a lifetime.” 

Among the passengers in the plane 
was William Scott of the staff of our 
New York office. He was on his way 
to the Pacific Coast to carry out an 
several of 
offices were collaborating. 

Mr. Scott has returned safely to 
New York none the worse for his ex- 
perience, which he states was exciting 
while it lasted. This is probably just 
another way the west coast has of sa- 
luting visitors from the east. 


engagement in which our 
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Firm Golf Tournament 


The following were the results of 
the golf matches held in connection 
with the annual meeting at Seaview 
Golf Club, Absecon, N. J. Under the 
rules, no contestant was allowed to win 
more than one prize. 

Low Net, two days—winner of the cup: 

Major A. G. Moss (84-12 and 82-12) 142 

J. J. Pugh, second, with 143 
A. W. Ambler, third, with 144 
Low Gross, two days: 
N. J. Lenhart (80 and 84) a 164 
Major A. G. Moss, second, with 166 
J. M. Haynes, third, with 171 
Low Net, First Day: 
H. R. Campbell (91-20) 71 


Philadelphia Office 


The Philadelphia District was the 
scene of three important golf tourna- 
ments this year, namely, the National 
Open Championship at Merion Cricket 
Club, the National Women’s Cham- 
pionship at Whitemarsh Valley Coun- 
try Club, and the Bunkers Club Hood 
Cup Tournament at Tavistock, Had- 
donfield, N. J. While the first two 
mentioned have received national 
recognition by radio broadcast and 
through the press, for some reason the 
3unkers Tournament has not hereto- 
fore received the notice which it de- 
serves. 

The annual contest for the Hood 
Cup is a handicap event. This year 
the fans and contestants were greatly 
pleased that the winner proved to be 
the donor, Mr. John Hood, Jr. 

The Tavistock course was found to 


Low Gross, First Day: 
ee - 85 
(Lenhart, 80; Moss, 84) 
Kickers’ Handicap, First Day: 
Tie between: A. C. Guy; F. S. Met- 
zler; P. Sinclair 


Low Net, Second Day: 


J. J. Pugh (86-16) mA 70 
Low Gross, Second Day: 
T, B.. Mosse... ee. 


(Moss, 82; Lenhart, 84) 
Kickers’ Handicap, Second Day: 
Tie between: M. J. Boedeker; H. C. 
Hawes; J. Hood, Jr.; W. F. Marsh; 
(J. J. Pugh was in this tie, but 
could not take two prizes). 


Golf Tournament 


furnish a real test, only four contest- 
ants having scores below 100, while 
the highest was 194. 

The winners of the other prizes were 
as follows: 

Low Gross: T. E. Ross; Runner-up, J. J. 

Pugh 
Kickers’ Handicap: W. R. Seibert 
Putting Contest: H. C. Hulse. 


The players were the guests of Mr. 
Hood at luncheon. 

After the tournament the contestants 
were clivided into four flights of eight 
each, and handicap matches were 
played off during the summer. The 
following were the winners: 

Ist eight: H. Y. Siebold 

2nd eight: F. R. Bloomburg 


3rd cight: C. A. Anderson 
jth eight: M. McMullan, Jr. 
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New York Office Bowling Team Meets Brown 


Brothers Harriman & Company Team 


Your correspondent reports that on 
the night of November 23, 1934, be- 
tween the hours of 7 Pp. M. and “ad 
finem’’ he witnessed what may be re- 
garded as the most catastrophic event 
in the progress of the firm. Those who 
wish to avoid being reduced to a lugu- 
brious frame of mind should not read 
on, for it isa doleful tale. If, however, 
your constitution can withstand a 
lachrymal inundation, carry on and 
console yourself with the thought that 
the results hereinafter set forth sadly 
affected the psychological and eco- 
nomic status, etc., of the participants, 
bystanders, satellites, well-wishers and 
others having a direct or contingent 
interest. 

At the time aforestated, 
members of the staff, who, believing 
themselves capable of executing feats 
of strength, organized two teams and 
accepted a challenge from the firm of 
Brown Brothers Harriman & Com- 
pany in a game of (no, not 
quoits, though it might be more within 
the realm of the defendants’ capabili- 
ties), the game which statutes forbade 
during the reigns of Edward III and 
Richard I], and of which it has been 
written “Common bowling alleys are 
privy moths that eat up the credit of 
many idle citizens; whose gains at 
home are not able to weigh down their 
losses abroad; whose shops are so far 
from maintaining their play, that their 
wives and children cry out for bread 


certain 


bowls 


and go to bed supperless often in the 
year.” 

In adjudication of the truth, it 
should be noted that our representa- 
tives constituted all the brawn, beef, 
talent, grace and ossiferous material 
that could be mustered from these 
parts, whereas it is understood that 
their opponents were selected at ran- 
dom from the ranks without regard to 
qualifications. In spite of the over- 
whelming odds, the opponents appar- 
ently without effort administered a de- 
cisive blow to the “exponents.” A 
final tally showed that an excess of 71 
pins had been displaced from their 
perpendicular position on the alley and 
lodged at the tired groaning feet of the 
pin-boy. 

It should be noted, however, that as 
the reports go, extenuating circum- 
stances contributed to the defeat of the 
L. R. B. & M. team. Your corre- 
spondent interviewed individual mem- 
bers of the teams and was told that 
the alleys were not properly construc- 
ted, the balls lop-sided and unable to 
understand English, the chalk white, 
the atmosphere warm, etc., and so on, 
and so on, and so on, 

In spite of the difficulties encoun- 
tered and the handicap under which the 
L. R. B. & M. teams labored, it was a 
jolly evening and, as Browning said 
(or was it Ruppert’), “They filled 
their bumpers to the brim and drank, 
for ne’er a merrier time was had.” 


A. W. A. 
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Lybrand, Ross Bros. & Montgomery 
Offices 


Cities Addresses 
New Yorx: Downtown, 90 Broad Street 
Uptown, 1 East 44th Street 
PHILADELPHIA Packard Building 
Curcaco 231 South LaSalle Street 
Boston 80 Federal Street 
Newark 744 Broad Street 
BALTIMORE First National Bank Building 
WasHINGTON Investment Building 
Union Bank Building 
Book Building 
Midland Building 
Carew Tower 
Heyburn Building 
411 North Seventh Street 
321 West State Street 
Healey Building 
First National Bank Building 
Bankers Mortgage Building 
2 Pine Street 
621 South Spring Street 
Porter Building 
Skinner Buiiding 


Europe 


3 St. James’s Square, S. W. 1. 
3 Rue des Italiens 
56 Unter den Linden 
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